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THIS DOCUMENT INCLUDES STATEMENTS SUBJECT TO THE 
,ATTORNEY-CLIENT PRIVILEGE AND THE ATTORNEY WORK PRODUCT 
PRIVILEGE. THIS DOCUMENT SHOULD NOT BE DISCLOSED TO 
ANYONE OUTSIDE THE IRS, INCLUDING THE TAXPAYERS 
INVOLVED, AND ITS USE WITHIN THE IRS SHOULD BE LIMITED 
TO THOSE WITH A NEED TO REVIEW THE DOCUMENT FOR USE IN 
THEIR OWN CASES. 

You have aske-- --- informally to consider the subpart F 
consequences of a ------- distribution of previously taxed income by 
a lower-tier controlled foreign corporation (a "CFC"), to an 
upper-tier CFC. The taxpayer in this case argues that the 
distribution should not increase the earnings and profits of the 
upper-tier CFC for purposes of the application of the chain 
deficit rule. As discussed below, however, the applicable rules 
require that the taxpayer increase the earnings and profits of 
the upper-tier CFC by the amount received in the distribution 
from the lower-tier CFC. 

FACTS 

------- ---------------- ----- ------------------ a domestic corporation,, 
is a ------------------- -------------- --- ------- ------ which is also a 
domestic cor------------ --------------- ----- -- wholly-owned Swiss 
subsidiary, ------- ------------- ---------------- -------- --- ------ has -- --------- 
owned Bermud-- --------------- ------- -------------- ---------------- ------------- 
also has other wholly-owned ---------- ----------------- - ome --- -------- 

'have deficits in earnings and profits for -------  

--- --- ta-------- --- ar ------- -------------- made a distrib------- --  
$-------------- to -------------- ------ d------------- ------------ $-------------- 
a-------------- t-- ------------ ----- ---- fits --- -------------- re--------- --- 
subpart F,income by --------------- in -------  ------ ------- ce of the 
--------------- was attri---------- --  ea--------  and pro---- -----------  by 
--------------- as subpart F income in prior years. --------------- 
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increased its basis in the stock of ------------- --- ----- $-------------- it 
reported as subpart F -----------  n ad-------- ------------- ----------- ---  
basis in the stock --- -------------- --- the amoun- --- ----- distribution 
it received from -------------- --- -------  

DISCUSSION 

At issue in this case is whether ------------- is required to 
increase its earnin--- ----- -- ofits by t---- ----------  received in the 
distribution from -------------- for purposes of the application of 
the chain d------ --- e. -----  distribution includes earnings and 
profits of -------------- - ttributable to amounts included in the 
income of --------------- under section 951 of the Internal Revenue 
Code.i Ta--------- ---------  that no earnings and profits -------- ment 
is required, pursuant to s-------- ----- (f), because ------------- reduced 
its basis in the stock of -------------- by the amount --- ----- 
distribution. If ------------- -- --------- d to increase its earnings 
and profits by the ---------- - f the distribution, taxpayer contends 
that for purposes of the chain deficit rule those earnings and 
profits will be taxed twice because the positive earnings and 
profits will ---- -------- by deficits in earnings and profits 
------------ to ------------- from its foreign subsidiaries other than 
-------------- pu--------- --  the chain-deficit rule of section 952(d) 
----- ---------- 1.952-l(d) of the regulations. The taxpayer also 
argues that Rev. Rul. 86-33, 1986-1 C.B. 287, is distinguishable 
from this case because section 312(f)(2) applies. 

In general, a U.S. shareholder of a controlled foreign 
corporation (a "CFC") is required to include currently in its 
gross income certain items of income of the CFC, determined 
pursuant to subpart F of the Code.' The U.S. shareholder is not 
taxed on such income a second time, however, when the earnings 

1 All section references are to the Internal Revenue Code 
of 1954, in effect for the taxable years at issue in this case. 

2 A United States shareholder, defined in section 951(b), 
is a U.S. person that owns 10 percent or more of the combined 
voting power of all classes of stock of the foreign corporation 
that are entitled to vote. ---------------- which owns all of the 
stock of -------------- is thus a ------ --------- older of that 
corporation. 

A CFC is a foreign corporation more than 50 percent of the 
voting power of whose stock is owned, within the meaning of 
section 958, by United States shareholders. See section 957. 
Section 958, which describes certain rules ofattribution and 
constructive ownership, provides that a lower-tier foreign 
corporation wholly owned by an upper-tier foreign corporation 
----- -- -- CFC is itself a CFC. Therefore, both ------------- and 
-------------- are CFCs within the meaning of section ------ 
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and profits of the CFC are actually distributed. Thus, an amount 
received by a U.S. shareholder in a distribution of earnings and 
profits of the CFC that is attributable to amounts previously 
included in the shareholder's gross income under subpart F 
(referred to herein as "PTI"), is excluded from the gross income 
of the U.S. shareholder pursuant to section 959(a) of the Code. 

Section 959 of the Code excludes from the gross income of a 
U.S. shareholder PTI that is distributed not only directly, but 
also indirectly through a chain of ownership, to the U.S. 
shareholder. In addition, section 959 excludes from the gross 
income of a CFC PTI that is received in a distribution from a 
lower-tier CFC. Section 1.959-2(a) of the regulations. This 
exclusion applies only for purposes of determining the income of 
the CFC that must be currently included in the gross income of 
the U.S. shareholder under subpart F. The provision does not 
affect the calculation of the earnings and profits of the 
recipient CFC. Rev. Rul. 86-33; and section 1.959-2(b) of the 
regulations. 

Section 961 of the Code requires a U.S. shareholder to make 
certain adjustments to its basis in the stock of the CFC to 
reflect amounts included or excluded from the gross income of the 
U.S. shareholder pursuant to subpart F.3 Like section 959, 
section 961 is intended in part to ensure that the U.S. 
shareholder is not taxed twice on income attributable to the same 
item of income of the CFC. Section 961(a) thus provides that a 
U.S. shareholder of a CFC must increase his basis in the stock of 
the CFC by the amount that he includes in his gross income under 
section 951(a). A U.S. shareholder that receives a distribution 
of PTI must reduce his basis in the stock of the CFC by the 
amount excluded from gross income pursuant to section 959(a). 
Section 961(b). 

Section 961 of the Code states clearly that the basis 
adjustments required apply only to the basis of a U.S. 
shareholder in the stock of a CFC, and not to the basis of a CFC 
in the stock of another CFC. Accordingly, it is appropriate for 
--------------- to increase its basis in the stock of ------------- by the 
---------- ------- ed as subpart F income for ------ , $-------------- 
------------- may not make any adjustment to --- basi-- --- ----- stock of 
-------------- as a result of the distribution of PTI it received from 
-------------- however, since ------------- is not a U.S shareholder. 

Section 312(f)(2) of the Code provides that a shareholder 
shall not increase its earnings and profits as a result of the 
receipt of a tax-free distribution in respect of its stock, if 

3 The rules of section 961 of the Code are analogous to 
those governing the adjustments to a partner's basis in its 
partnership interest under subchapter K of the Code. 
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the amount of the distribution is applied to reduce the basis of 
the stock, or if the basis of the stock is allocated between the 
stock and the property received in the distribution. The 
distribution may be applied to reduce the shareholder's basis in 
its stock only under the law applicable to the year the 
distribution is made. Section 1.312------- --- the regulations. 
Because section ----- ------- - ot pexmit ------------- to reduce its basis 
in the stock of -------------- ---- -- .S. t--- --------- es as a result of 
the distribution ------ -------------- section 312(f----- --- es not 
apply. Thus, the distri--------- will increase -------------- earnings 
and profits. 

You have also asked whether the result reached in this case 
is equitable, since its effect is to use deficits that might 
otherwise reduce subpart F income under the chain deficit rule. 
Taxpayer argues that this result effectively taxes ----- -------- 
income twice, first by taxing the income earned by -------------- as 
subpart F income, and then by including the distributio-- 
attributable to such income to increase earnings and profits, 
which absorb deficits from other CFCs in the chain. 

-- --  in------------ to contend that the PTI distributed by 
-------------- to ------------- is taxed twice, since the distribution 
------ ----  n--- --------- e subpart F income by reason of the 
operation of section 959. Its effect on the subpart F inclusion 
of the U.S. shareholder would only be indirect, since it would be 
applied only for purposes of the chain deficit, rule of section 
952(d) and the regulations thereunder. Because of the inclusion 
--- ----- -- stribution from -------------- in the earnings and profits of 
-------------- --------------- may ---- ---- --- le to receive as great a 
---------  ro--- ----- ----- of its subsidiaries' deficits. However,in 
this case, --------------- will never have to include in income under 
section 951 ---- ----------  hat is greater than what it otherwise 
would have to include if the subsidiaries did not have a deficit 
in earnings and profit. Accordingly, the result obtained is not 
inequitable. 

  
  

  
  

  

    

  
    

  


